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Abstr ac t
T h is pa p e r i n v e sti g ates t he s t rat eg i c i mpact of o rgani za ti ona l desi gn
on pro duc t mark e t comp et i tion. I nad u o po l y mo del of hor i zon ta l
and v ert i cal p r o d uct di ￿ eren ti a ti o n, e a c h ￿rm ’s ma na ger can i mp ose
ap r o d uct l o cation, o r del egat e resp o ns ib ili t y to se lec t pro du ct l o cat io n
t o h is s ub o rdi nate. The ta sk of a sub o rdi nate i s to dev el op and pro-
duc e the go o d. Q uali t y i s determi ned b y his e￿o rt l ev el , whi c h d ep e nds
on h is priv a te b en e￿ts. The manag er s comp ete o n a pro du ct mar k et
b y s el li ng t h e g oods p r od uc e d b y thei r sub ordin a tes. Condi t i ons f or
exi st e nce of equ il ib ria are deri v ed, and imp li cat i ons for ma na gemen t
str ategy ar ed i s c ussed.
Keywor ds: Firm Orga n ization, Agen cy , Dele g ation, Emp o w erm en t ,
O lig o pol y , Pro duct Di￿eren tiation, Manag em en tS t rategy ; JEL C las-
s i￿c ation: D 43, L13, L 20 ,M 2 1.
￿
Cen tER f or Ec o nom i c Res earch, T ilburg Un i v er si t y ,P .O. B o x 901 53, 5 000 LE Til bur g ,
The N ethe rl ands . The m ain res earc h for this pap e r w a sd o ne at G REMA Q, Univ e rsit ￿ ed e
T oulouse I, as a part i ci pan t of the graduate excha nge program ENTER. I am grateful to
Je an T irole fo r helpf ul advi c e and di s cus sio ns . I wi sh a lso to thank Helm ut B es ter, Ch a rl es
Corb e tt, E ri cv an Da m m e, and Ro land Strausz f or v a luabl e com m en t s and s ugg e stions.1
1 In tro duction
T o p m ana gers of ￿rm s do not only m ak e \stra te gi c" dec isions , fo r instan c eo n
pro duct c hoic e and pric e setti ng , but a l so d e cide o n o rga ni zationa l issues l ik e
del ega ti ng resp o nsi bi li t y to su b ordinates. Th i nk, for insta nc e, o f a pro duct
m anag er wh o i s resp onsibl e for his ￿rm ’s m ar k et strategy , a nd has to deci de
whic h pro duct v ar i et yt os e l l in som em ark e t segm en t. A l a y er b el o w him in
the hie ra rc h y , there i sam iddle m a nager, suc h as the head o f the dev el op m e n t
a n d p r oduc tion depa rtm en t. In this pap e r, I s tudy the s trategi ci m p act of
org aniz at i o nal structure ,o r m ore s p eci ￿c, o f gi ving the m iddle m ana ger a
sa yi n the c hoic e of a pro duc tv ar i et y that his d e pa rtm en t ha s to dev el op an d
pro duce .
Co nside r, a s an ex am ple o f th e m o del, an oli go p o l istic m ark e t for so m e
so f t drink, sa y cola, i n whic hc o nsum ers h a v e di￿eren t prefe rence s fo r dif-
fere n t v a ri eti es (suc h as reg ul ar c ol a, c herry c ol a, d i et cola, an d ca￿eine - fre e
cola). F o r e ac hv arie t y , con sum e rs a re wil ling to pa ym o re for higher q u ali t y .
Supp ose pr ice c om p eti tion i s￿ e rce: fo r giv en qua l iti es, a ￿rm g ains m ore if
it p os i tions its bra nd i na m ar k et nic he (b y di￿eren tiating its pro duct), tha n
if i ts e ll s a dri nk a i m ed at an \ a v erag e " taste.
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Ea c h ￿rm cons i sts o f a pro duct m a nag e r and his sub o rdi n ate (o r m i dd l e
m anag er) , who re presen ts the de v e lopm en t a nd pro ducti on d e pa rtm en t.
2
The
pro duct m ana ger has to c hoos e wh i c h cola t y pe t o s e ll , a n d at wh i c h price .
The sub ordinate p er fo rm s dev e lopm en t an d pro duction acti viti es; q ua l it yi s
dete rm ine db yh i s e￿o rt l ev e l. Wh e reas a pro duc tm a nag e rc ar e s ab out sales
or pro￿ ts, his sub ordinate i sm otiv ated b y pri v at e b e ne￿ts. F or i ns tance ,
b ecauseo f ca r eer conce rns he ￿ nds the acq ui siti o n of pro fe ss i o nal e xp e rie nc e
im p ortan t, or alte rn ati v e ly ,h e i sc h all enged b y tec hn i cal inno v ativ eness of
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Ca s ual em pi ri cal e vi de nce su g ges ts that pr o duct di ￿ ere n ti ation is an i m p ortan t source
of pro￿ts in s o ft drink m ark ets . Co ca-Co la, fo r instanc e, has re ce n tl yi n tr o duce d, am ong
other v ari e ties, ginsen g -base d a nd m i lk-ba s ed drinks i nJ a pan, and sugar-f re e co lorl es s co l a
i nA m er i ca (T he E c onomist, \Fizzing, " Sept em b er 4th 199 3, 67-71 ).
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Ob vi ous l y , the re m a ya l s o b e c on￿i ct s o f i n t ere st b e t w e en the m iddl em anag er a nd the
enginee rs of h i s de partm en t, r a ising a host of a dditio na li n te res ti ng issue s.2
pro ducts. D e v e loping a nd p ro ducing a ce rta i nt y p e o f cola req uires sp eci ￿c
tec hnic a l kno wle dg e (e. g . ab out c hem i cals and pro ducti o n pro cesses), so th at
his en t h us i a sm for di￿eren tt yp es of colas wi ll v ary .
A pro duct m a nag e rd o e sn o tk n o wh o wh i s sub ordinate’ s pre ferenc es.
The sub ordinate, ho w e v er , ha s to i n v est cos tl y tim e an d e￿ort to ￿nd o ut
his p oten ti al p e rso nal gains. A m a nager can e ither i m pos e wh i c hv ar i et yh a s
to b e pro duced (e. g. i m pos e d i e tc ol a ), or giv e his s ub o rdi na te a sa yi nt h e
c ho i ce of v arie t y( e .g. l et him c h oos e be t w een di et cola and ca￿ ei ne-free cola,
but not regular and c herry co l a). If the sub ordinate h as su￿ci en t discre tion,
he wil l w an t to acquire inform ation a b ou t the p oss i ble dri nk t y p es, so th at
he c a n rec om m end hi s pre ferred v arie t y . If h e is all o w ed to d e v e lop a nd
pro duce his pref erred v arie t y ,h e w i ll exe rt m axim a l e￿ort, and high qualit y
wil l result.
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In the m o del , a pro duct m a nag e rf a c es the foll o wing tra deo￿. If he giv es
his sub ordinatem ore disc retion, it b ecom e sm ore l ik el y tha t he wil l get in-
form ed in o rde rt om ak e a pro p o sal wh i c h, i f ac cepte d, wi ll l ead to a hi gh
q u a l i t y d r i nk (a prem i um brand). The sub ordinate’ sp r o p o sal, ho w ev er, m a y
im ply l ittl ed i ￿e r en ti at i o n from other c ol av arie ties, and th e refore re su l ti n
￿erc e pri ce c om pe titi o n. Less discre tion enables the m ana ger b ette rt op o s i -
ti o n a drink i nam ar k et nic he, s o tha t lo cal m o n opol y pro ￿ts ca n b e enjo y e d.
The sub ordinate’ si ncen tiv es to tak e ini tiativ e and exer t e￿ ort, ho w e v e r, de-
cre a se, s o tha t ex pe c ted qualit y wil lb el o w er.
In the m od e l, th e p o ssible cola v arie ties c o rre spo nd t ol o cations on a n
in terv al re presen ti ng c o nsum e rs ’ di￿eren t tas te s. I t is ther efore con v enie n t
to m ak ea c om p ari s on with the H ot e ll ing m o del .I n the sta ndard Hotel li ng
3
T he E c ono mi st disc usse s e m pirical s upp ort for the clai m that ￿rm s\ [ :: :] whic h giv e
m i ddle m a nager s a s a yi n form ing s trate g y p e rfo r m b e tter " and pro v ide s exam ples of
delegatio n of res p onsibi li t y .F or i nst a nc e, \Honda dev el op ed i t s Civi c car b yg i ving a group
of y oung m i ddle m anagers b roa d gui de l ines ( m ak ei ty o u th-f ri e ndl ya n d fuel-e￿cien t) and
l e tting the m g e t on wi th the jo b." Also, \Moto ro la’ sm i ddle m anagers ha v eh a da s a yi n
des i gning its Ir i dium s a te l lite pro je ct." (\The s a larym an rides a gai n," p. 7 0, F ebr ua r y 4th,
19 95.) O b vi ously , there m a yb e a c o m bi na tion o f re asons (e . g. ince n ti v e s, info rm atio n,
￿exibil it y ,w ork o v e rlo ad) for dec en trali zi ng str a te gi c decisions.3
m o del wi th qua drati c trans p o rtati on c o sts, the de m an d e ￿e ct (￿rm sw an tt o
b e \ w h e re the dem and is"), out w e igh s the stra te gi ce ￿e c t (￿rm sw an tt ob e
lo cal m o n opol ists) (see D’ Asprem on te ta l . [3]). Co nseq ue n tl y , ￿rm s di￿eren-
ti a te thei r pro ducts as m uc h a s p os si bl e in order to s often price com p eti tion.
In m ym o del, a n inc e ntiv e e ￿e ct al so coun te ra ct s the strategic e ￿e c t. If this
e￿ec t b ecom es s tr o nger, m an agers wil l dele g ate m ore resp ons i bil it yt ot h e ir
sub ordinates, a nd p ro ducts wil lb el ess di ￿ ere n ti at e d . In pa rti cular, a higher
im pa c t of quali t y on pro￿ts fa v or sm ore disc retion in equi li br i um .
Dele g ation d e ci si o ns rel a te to orga ni zationa l structure and m ar k et stra t-
egy . T h u s, s tudy ing the strategic na ture o f dele g ation yi el ds s e v er al i m plic a-
ti o ns in the ￿eld of m anag e m en t s trategy .
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The o pti m al le v e l of disc retion, a s
a functi o n o f the discret ion le v e l in the ri v a l ￿rm ,m a yb ei nc reas i ng (\s trate-
gic c o m plem en ts") as w e ll a s dec reasing (\ strategic substitute s "), dep endi ng
o n t h e r e v en ue fun c tions. Del ega ti on of r e spo ns i bili t ym ak es a ￿rm \ tough "
in th e sense that it reduces the pro ￿ts of the ri v a l ￿rm ;m o re discre tion results
in a higher pro babil it y o f high qualit y , and a le s s horizon tall y di￿eren tiated
pro duct. Mo r eo v e r, from the vie w p oin to fa ni nc um be n tf a c ing a p oten tial
en tra n t, a n optim al e n try acc om od a t i o n strategy is to g i v e the sub ordinate
li ttle discr etion (i n the te rm inology of the ta x o nom yo f m ana gem en t s trate-
gies of F ud e n b erg a nd T i ro l e[ 6] : ad opt a \pup p y dog " strategy). T he reaso n
is that dele g ating less resp o nsibi li t y resul ts i na m ore di ￿ ere n ti at e d pro duc t,
whic h s ofte n s pric e com p eti tion if en try o c curs. By the sa m ei n tu i tion, the
optim al en try deterre nce strategy i st o e m po w er the a gen t (to b ec om e a \to p
dog ").
An in te resting observ at i on is th at in the m o del, an autho ri ta ri a n leader-
ship st yl e (the s ub o rdi na te gets li ttle di sc reti o n) corresp onds to a so ft stan c e
on the pro duct m ark e t, a nd \hand s-o￿ " m ana gem en t corresp onds to an ag -
gressiv em ark e t s tance . Without claim ing g ene ra l it y , this result p o i n ts o ut
that l ead e rship st yle sm a yb ep e r c ei v e d qui te d i ￿e ren tl y inside and outs i de
a ￿rm .
4
Ma na ge m en t s trategy studies ho wa m ana ge r optim a ll y des i gns the ￿rm ’ s organi za ti on
and m ark et s trate g y , taking an y publ ic c o ns trai n ts i n to acc o un t( s e eS p u l ber [ 11]).4
In t ypi cal m o del s o f industrial org anizati o n, ￿rm s a re vi ew e d as \b l ac k
bo x e s ." A lthoug h this appro ac h has le dt oi m p o rtan t insigh ts, it ha s m a-
jor sho rtc om ings . As Spulb er [10 ] arg ues: \F or ec o nom ic m o dels to ha v e
practic a lv alue to m a nagers, they need t o address the c hoice of b oth c om p et-
itive ac tions and or gan izational design " (p. 5 36, em phas i si n o r i gi na l ). B y
com bining o rganization theory and i ndus tri al or g anizati o n, this pap er m ak es
a prel im ina ry attem pt a t s horteni ng the ga p b e t w ee ne c o nom i c theory a nd
m anag em en t strategy .
The m ain l ite ra ture o n com p eti tion a nd org aniz at i o nal i ncen tiv es studies
situations in whic hm ana gers pl ay a m ark et g am e o n b ehalf of o wners (see for
instance V ic k ers [14 ] ,F ersh tm a n and J udd [ 5] ,S k li v a s [9], and Ka tz [8]). The
que s ti o n i n tha t l ite ra ture is whether c on tra c ts b et w ee no wn e rs and m ana gers
can serv e a s precom m itm en ts. H a ving a n ag e n t pla y the m ar k et ga m em a y ,
f o r i n s tance, re su l ti nl o w er q ua n titie so rh i gh e r pric es. The fundam en ta l dif-
fere nce with that l i teratures i s that I abs tract from a gency problem sb e t w een
o wners and m a nagers, and i ns te ad l ook a t d e legation inside ￿rm s. Del ega -
ti o n o f re s p o nsi bi li t y serv es a n org anizati o nal purp ose { nam el y ,i tm otiv ates
a s ub o rdi na te to tak e initi ativ e a nd e xert e￿ort (a l tho ugh co m m i tm en tm a y
pla y a rol e). Al s o ,a ni m p orta n t di￿erence is that in m ym o del , the pr in cip als
com p ete on th e m ark et ,b y sell ing g o o ds pro duc ed b y their ag e n ts.
In H or n e ta l .[ 7] ,c o n tra c ts b et w ee no wners and m ana gers giv eam ana ger
inc en ti v e s to reduce the cost of pro duc tion. A com m o n feature of th e ir pa p er
and m ine is that org aniz at i o nal design ta k es pl ac e b efore m ar k et deci si on s
are tak en. Their a naly si s su ggests a nega ti v e rel at i on be t w ee n ince n tiv es
to reduce costs a nd the com p etiti v eness o f pro duct m ar k et in te ra c tion. In
m ym o del ,w h i c hf o c us e so nq u i te d i ￿e ren t issues, stro nger ince n ti v es (m ore
resp o nsibi li t y for a sub ordinate) result in m ore sev ere pri ce com p eti tion.
The org aniz at i o nal m o del is based on De B ijl [4]. In that pa p er, whi c h
in turn w as i ns pi red b y Aghion and T i role [1], I in v e st i ga te a pri nci pa l -a ge n t
rel at i on shi pi nw h i c h the pri ncipal app e al s to the ag e n t’s priv ate b ene￿ts from
ex erting e￿ort, suc h a s job sa ti sfa c tion, b yg i ving hi ma s a yi nt h e sele cti on
of the p ro je ct the ag e n t has to im pl em e n t. A lthoug h the princ ipal has the5
form al a uthorit y to sel ect a pro j ect, i ti s in his i n tere s t to pic k one th at
generates i n tere s t fro m the agen t. Th us, a l tho ugh the s up eri o r has form al
auth ori t y (the dec ision righ t), the sub o rdi n ate m a yt o s o m ee x ten th a v e real
auth ori t y (see also Ti ro l e [13 ] ).
The m o del i s presen te di n the next s e ction. The form al results a re de-
ri v ed in sec tion 3. Secti on 4 d i scuss e si m pl ic at i o ns for m a nag e m en t stra te gy .
Fi na l ly ,s e ction 5 concl udes.
2 The M o del
The m o del c o nsists of three buildi ng blo c ks: a H otell ing-t yp e p ro duct m ar -
k e t , t he or g a n i zation of a ￿ r m , and com p eti tion b et w ee nv e rtical s truc tures.
These wil l b e tak en u p i n turn.
Pro duct M ark e t Com pe tit ion:
There a re t w o ￿rm s , call ed 1 and 2 . Fi rm 1 c an c ho ose a horiz on tal pro duct
sp e ci￿c a ti o n (o r pro duct lo c at i on ) x
1
2 [ ￿ 1; 0 ] , an d ￿ r m 2a p r o duct sp ec-








Co nsum er s are uni fo rm ly distributed al o ng the i n terv al [ ￿1; 1] . The wil l-
ingness to pa y o f a cons um er \ l o cated" a t z for ￿rm i ’s pro duct is decre as i ng
in the distance b et w e en z an d x
i
, a nd incre as i ng i n r
i
. A cons um er h as a n
ine lastic dem and for one unit; she purc ha ses the go o d tha t giv es her the
highest net su rpl us .
Once pro duc tc ha r a cte risti cs are ￿xe d (see b el o w) , t h e ￿r m sc om pe te o n
the pro duct m ark et b ys i m ul tan e o usl y set ting pri ces. M a rginal costs are
eq ua l a nd no rm al iz ed to z ero. Be fo re the pric e com p etiti on stag e , the ￿rm s
obs e rv ee ac h others’ pro duc tc ha racte ristic s. T ok eep the a naly si s tractable ,









, there ex ists a uni que equi libri um
5
Thi s assum ptio n rules o ut co ordina ti on problem sa m o ng ￿r m s, i no r der to f ocu s t h e
anal ysis on m ore cruc i al i ss ues .6
in the pric e sub gam e. A lso, qua l iti es a re su￿c ien tly hi g h so tha t the m ark et
is alw a ys co v ered.
Giv en the unique e quil ibri u m o utcom e in the pric e s ubga m e, ￿rm i’s










), wh i c h ist wic e


























) i s strict ly incr e asing in r
i
, an d st r ic tly de cr e asing in r
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, i =1 ; 2 .










) i s s t r i c tl y de cr e a sin g in x
1
, and strictl y inc r e asing in x
2
,




, i =1 ; 2 .
T h e i n t e r pretation of as sum pti o n1i sd i rec t. A ￿rm ’ s pro ￿t l ev el is in-
cre a si ng i n its o wn v erti cal p ro duct quali t y , a nd de creasing in its ri v al ’s qual-
it y . F urth e rm ore, giv en q u ali t y lev el s , the ￿rm sw ould li k et o d i ￿e ren ti at e as
m u c h as p o s si b le to soften price c om pe t ition. So i m pl ici tly , on the in terv al
[￿ 1 ; 1 ] the stra te gi c e￿ec t (￿rm sw an tt ob e l o c al m o n opol ists) do m inates the
dem a nd e ￿ e ct (￿rm sw an t to b e \ where the d e m and is").
6
Th us , the m od e l
app l ie st o m ar k ets i nw h i c hi ti s pro￿tab l e for ￿rm st op o s i tion bra nds in m ar -
k et nic hes. Moreo v er, the as sum pti o n wil l all o wf o re as y c om parison w i th the
m axi m um di ￿ ere n ti at i o n result o f the Hotel li ng m od e lw i th q u adratic trans -
p o rtation cos ts.
Organizati on of a Firm :
The w a y a ￿rm is o rganize d is a dapted from De Bij l [4] .F i rm i cons i sts of
a princ ipal P
i
(the m ana ger) a nd an ag e n t A
i
(the m an ager’s s ub o rdi na te ),
i =1 ; 2. The rol eo fa p r i ncipal i n a ￿ rm is e ither to im p o s eah o r i zon tal
pro duct s p eci ￿cation or to d e le g ate the pro duct l o cation to his ag e n t. Giv en
6
Cf . t he Hotelli ng l oca ti on m o de l with qua d rati c transp ortation costs , som e ￿ni te
re ser v ation v alue fo r consum e rs, and p oss i bly di ￿e re n tv e rtical pro duct q ua li ti es . The
















pro duc t l oca ti ons in equi libri um are x
￿
1
= ￿ 1 and x
￿
2
= 1 (se e D’ As prem on te ta l .[ 3]).7
pro duct lo c at i on , t h e su bor d i na te ta k es c a r eo fd e v e lopm en t a nd pro d uc tion,
and v ertic a l pro duc t quali t yi sd e term ined b yh i se ￿ ort l ev el. Onc el o cati on
and q ua l it ya r e determ ine d , the m a nag e rc h o o ses a pric e in order to m axi m iz e
ex p ec ted pro ￿ts.
An ag e n ti sm otiv ated to e xert e￿ort b y priv ate b e ne￿ts, whic h a re re lated
to horiz on tal pro duct c ha racte ristic s. Pr i v ate b ene ￿t s m a y inc lude jo b sa t-
isfacti o n, a sense of ac hi ev em e n t a nd acc om pli sh m en t, p erks on th e job, the
acqui si tion of pro fe ss i o nal exp eri ence, caree r conce rns , a nd s o o n. F o r sim -
pli ci t y , the agen t do es not re sp ond to p e cuniary inc en ti v e s. F or insta nc e, the
ag e n t is in￿ni tely risk a v erse with resp ect to inc om e. Acc o rdi ng l y , eac ha g e n t





’s pri v a te b ene ￿t s are determ ined b y Nature as foll o w s. Exactly one
p o i n t in[ ￿ 1 ; 0 ] yie lds the a gen t b ene ￿ts b ; all the o ther pro du c tl o c at i on s
y i e l d b < b ( wh e r e b > 0) . T h e l o c a t i on o f the high priv ate-b e ne￿t p o i n ti s
u n i f o r m l y d i s tri buted on [￿ 1 ; 0] .
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T he priv ate b ene ￿t so f A
2
a r e d e t e r m i n e d
i n a s i m i l a r fa shion on the i n terv al [0; 1] , a nd are indep enden to fA
1
’ sp r i v a t e
b e n e ￿ t s . L et
￿ ￿ b ￿ b :
If A
i
i s no t all o w ed to pro d uc e the high priv ate-b e ne￿ts g o o d then h e wil l
ex ertl o w e￿ ort, whic h results in lo wv ert ical quali t y r
i
= ‘ > 0. Con v e rsely ,
pro duci ng a go o d whic h yie ld high pri v a te b ene ￿t s result s in high pro duct
quali t y r
i
= h> ‘ .
9
Note th at b y ab stracti ng f ro m p e cuniary i ncen t iv es,
punishm e n ts based o n lo w e￿o rt are ruled out.
The reali zation of A
i




In De B i jl [4] I sho w that abstr a ct i n g from pa y m en t s do es not harm gene ral it yi fa n
ag en ti s relati v ely m ore res p onsiv et o p r i v ate b e ne￿ts than t o m oney .
8
The disc on ti n uit yi n t he distr i bution sim pl i￿es the e xp ositi on; it i s not c rucial for the
i ns i gh ts .
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One can e xpl icitl ym o del an agen t’s b e ha vi or. S upp ose a na ge n t has a utili t y funct i on
U (b; e ), whe re b denote priv a te b ene ￿ts and e hi s e ￿ort l ev el . As sum e U (b ;e )i si nc reas i ng
i n b fo ra ll e , s tri c tly c onca v ei n e for al l b, and sati s ￿es @
2
U (b; e)=(@b @ e ) > 0. It fol lo ws
that the agen t’s optim al e ￿ort lev el e
￿
(b)i si nc reas i ng i n b.8
he has to inc ur a pri v ate c os t F ￿ 0 (for insta nc e, ti m e and e￿o rt) to do so.
The princi pa l ca nnot v e rify whether hi sa g e n tg e ts i nf or m ed.
P
1
’s de legation deci sion is e xpressed b y a funct ion p
1
:[ ￿ 1 ; 0] ! [ 0 ; 1] ,
s u c h t h a t if A
1
r ecom m e nds pro duc tl o cati on x
1
, h e i s a l l o w ed to pro d uc e the
g ood l o cated a t x
1




), but has to pro duce th e go o d at




) . S i m i l ar ly , P
2
’s dele g ation s c hem ei sd e scrib ed
b y a function p
2
:[ 0 ; 1] ! [0; 1] ( A
2












) =P r ( A
i




prop o sed x
i
):
Whether an ag en t will le ar n h i sp r i v at eb e ne￿ts dep e nds on the di sc reti on
h e h a s. A
1















￿ F ￿ b ;














One can writed o w nas i m il a r ineq ua l it y for A
2
. T o m ak e the m od e li n ter-
esti ng , the foll o wing assu m ption i sm ad e :
Assu m ption 2 F< ￿ , implying t h at if an age nt has c ompl ete r es p onsib ility




)=1 for al l x
i
) the n he w il l g et inform e d.
An uninform e d agen ti si nd i ￿e ren tb e t w een the p o ssibl el o c at i o ns. F or
sim plic it y ,h ew i l l then pro p os e the pri ncipal’ s pre ferred lo cation.
I a ssum e tha t a princ ipal ca n com m it hi m sel ft oad e legation sc hem e ; the
fo c us of the p ap er is on del eg ati on a s a m e a n st om otiv ate a sub ordinate.
11
A
justi￿c at i o n is that a m a nag e r cares abou t h i s r e pu tati o n to k e ep a prom i se .
Sinc es e ll ing a h i g h-quali t y go o d lo ca te da t x
i
m a yy i eld higher pro ￿ts tha n








T o b e pre cise, b and b r epre se n t the pri v ate b ene ￿ts obtained b y th e agen t giv e n his








) 2f 0 ; 1 g fo r all x
i
,s o t h a t the re is no ne ed to a s sum e that
principal s c an com m i t t hem selv e s to ca rr y o ut r a nd o m i z ati ons .9
del ega ti on s c hem e sm a y b e o pti m al ex p os t; the a ssum ption is not cruci al .
T h i s i st y picall y the c as e i f high quali t y has a rel at i v ely larg e im pact on rev-
en ues, com pared to di￿ere n tiation.
Com pe ting Organiz at ional Struct ures:
The p ri nci pa l s com p ete with e ac h other; they face eac h other on th e pro d-
uct m ar k et. Th e re i sn o i n t era c tion b e t w e en the ag e n ts, a nd they cann ot
com m unic at e w i th e ac h other. The course o f ev en ts i s as foll o ws :
t =0 : N a ture sel ects the a gen ts ’ priv ate b e ne￿ts, uno bserv ed a t thi s sta ge.
t = 1: The pri nc ipals sim ultaneous l yc ho os e dele g ation sc he m es, un observ-
able o utsi de e ac h ￿rm . Eac h princ ipa l c om m uni cates the del eg ati on
sc he m et o h i s a gen t, who then deci des whether to l earn h i s priv ate
b ene￿ts. The latter de cision is priv ate i nfo rm at i o n for a n ag e n t. The
ag e n ts the n sim ultaneous l y recom m end p ro duct l oc at i on s t o their prin-
ci pa l s. Pro duct l o cati o ns a re sim ultaneou sl y sel ecte d acc o rdi ng to the
del ega ti on s c hem e s. An ag e n t’s prop osa l a nd the sele cted l o cation are
unob ser v able o utside e ac h ￿ rm a t this sta ge.
t = 2: Eac h a gen tp i c k s a pro du c tion e￿ ort le v el , and v erti cal pro duct quali ties
are reali zed.
t = 3: Pro duct l o cations a nd quali ties are obs e rv e d . Th e princi pa l ss i m ul ta -
neously set pric es and the g o o ds are so l do n t h e m ark et .
It is i m p o rtan tt o n o t i ce tha t on c e p ro duction has tak e n place , del eg ati on
s c he m esn o l o nger m atter; on l y pro duct lo cations and quali tie si n ￿ue nc e the
pric es th at a r ec harg e di nt he m ar k et.
In the a nalysi s that foll o ws , subg am e p erfec te quil ibri a in pure s trate-
gies a re deri v e d. Since the pric e stag e i s not m o dele de x plic itl y ,e ss e n tiall y
the princ ipals com p ete b ys i m ul ta neously sel ecti ng del ega ti on sc hem e s . The
ana l ysis fo cuses o n sym m etri c equi libri a.10
3 Analys is
The ￿rst p r opo si tion allo ws us to represen t dele g ation sc he m es b yw el l-de￿ned





) = 1 fo r all x
i
in






)=0 o t h e rw i se.
1 2
A discre tion le v e l for ￿rm i’s ag e n t, de no te db y
X
i





A higher lev el of X
i
c o rre spo nd s t o m ore re sp ons i bil it y for agen t A
i
.I n p a r -
t i c u l a r ,i f X
i
=0t h e n￿ rm i’ sm a nag e ri m pos e s his a gen t to p ro duce the
m axi m all yd i ￿e ren ti at e d pro duct. I f X
i
= 1, a gen t A
i
has full re spo ns i bili t y .




i = 1; 2, such that A
1
’s r e c omm e ndation x
1
is fol low e d up if and onl y if
x
1
￿ ￿1 + X
￿
1
, a n d A
2
’s r e c ommendation x
2
is fol lowe d up if and onl y if
x
2




Pro of: See the app e nd i x.
In tu i tiv el y , g i v en the le v e l of resp onsibil it y the riv al ￿rm ’s a gen t h as, eac h
princ ipal fa c es the foll o wi ng tradeo￿ . Giv ing his a gen tl ittl ed i screti o n results
in a l ac k o f initi at iv e: the a gen t ha s no i ncen ti v et ol e ar n h i s priv ate b ene￿ts
and m ak ea r e com m e nda ti o n. The m ax i m all yd i ￿ ere n tiated pro du c t wil lb e
pro duce d, but qua l it y wil lb e l o w. M uc h disc retion results in i niti at i v e : the
ag e n tw i ll g e ti nfo rm ed a nd rec om m end his preferr ed p ro duct lo c at i o n. The
pro duct wi ll b e l ess di ￿e ren ti at e d, but qualit y wil l b e high if the prop o sa l is
foll o w ed up.
Usi n g (1), a di rect c o nseque nce of pro p os i tion 3 . 1 is tha t A
i
ge ts i nfo r m ed
if and only i f he ha s enou gh discre tion.
Corollary 3. 1 A gen t A
i







A sim il ar res ul t is obtained in De B i jl [ 4] , with a discr ete n um b e r of pro jec ts and in
the abs enc e of a riv al ￿r m .11
So m e additi o nal no tation i si n tro du c ed. Let ￿
i
:[ 0 ; 1] ￿ [0; 1] !< denote
P
i




) , giv en that b oth a gen ts get





















































( ￿ 1 ; 1; ‘; ‘ )
￿
:
Fir m i’s ex pe c ted pro ￿ts, a functi on ￿
i
:[ 0 ; 1] ￿ [ 0; 1] !< ,c an n o wb e








































































(0; 0) otherwi se .
W i t h e x p e cted pro￿ ts writte n a s functi o n so fl ev el s of discre tion, w e are
ready to deri v e the m ain results. The foll o wing l em m a will b e in v ok e d re-
p eatedly i n the ana l ysis b e lo w.






) is strictl y de cr e asing in X
j
, for al l X
i








) is strict ly c onc av e in X
i
, for al l X
j













; 0) =@ X
2
> 0 , for al l X
1
.






) pa rti ally (t wic et op r o v ep a r t ( i i)) and ap pl y
as sum pti on 1 . 2













), i =1 ; 2, then lem m a 3.1 has stra i gh tfo rw ar d
in terpretati o ns. Acc o rdi ng to part (i ), a pri nci pa l w an ts the ag e n t of the riv al
￿rm toh a v ea sl i ttle discre tion a s p os sibl e. N ot i ce the sim il ar i t yw i th the
as sum pti on t h at a ￿r m w an ts the riv al ￿rm to l o cate a s far a w a y as p ossible .
The e￿ e ct o f li ttle di sc retion fo r the riv al ￿rm ’s a gen ti s, h o w ev er, t w ofo l d:
￿rst, it s oftens pri ce com p eti tion, and sec o nd, it results in a l o w proba bi lit y12
that the ri v a l pro duct wi ll b e o f hi gh q ua l it y . Usi ng te rm i no l o g yo fF uden b erg
and Tirole [6], d e le g ation of resp o nsibi li t ym ak e s a ￿rm \to ugh," in the sense
of r educing the riv al ￿rm ’ s pro￿ts .
A stra i gh tforw ar d i m pli cation of le m m a3 . 1 (ii i) i s the foll o wi ng :
Corollary 3. 2 If F =0 the n in any e quil ibri um e a ch p r in cip al giv es his
age nt som er es p onsib ility, i.e . , X
￿
1




The nex t prop os i tion giv es nec essa ry a nd s u￿ cie n tc o nditi on s fo r exi s-
tenc e o f an equi li brium i nw h i c h bot h a ge n ts hav e ful l disc retion. I nfo rm al ly ,
prop osition 3.2 states that b o th a gen ts h a v e full discre tion i n a n equi lib-
ri u m wh e ns e ll ing a hi g h-quali t y pro duc ti sm ore pro￿ta bl e than s e lli ng a






. S i n c e the agen ts ha v e com pl ete freedom to pi c k pro duct lo c at i on , bot h
p r o d ucts wil l b e of high q ua l it y .
Prop osit ion 3. 2 Ther e exists an e qu ilibrium in which e ac h pr inc ip al giv es































; 1 ) i s s t r i c tl y conca v ei nX
1











> 0. There fo re , X
￿
1





















eq uiv alen t to ineq ua l it y( 2 ). The result foll ows b y sym m etry . 2
Ineq ua l it y (2) can b e in te rpreted di rectl yi n term s of pro duct c hara c teri s-
ti cs: g i v e n tha t the ri v a l ￿rm ’ sa g e n t has full discre tion (whic hi m pli es hi gh
v ertic a l pro du c tq ua l it y ), a pri ncipal prefe rs to sel l a high- q ua l it y p r odu c tl o-
cated at the c en te r (tha t i s , at 0) t o a l o w-qua l it y pro duct that is m ax im all y
di￿ere n tiated.
P r opos i tion 3.2 de m ons trates tha t in a ddit ion to the dem an d e ￿e ct, t he re
is an inc e ntive e ￿e ct t h at o ppo se s the stra t eg i c e￿ect. A m ana ger m a yw an t13
to em po w er his sub ordinate to s e le ct pro duct lo cation b ec a use i tw i ll result
in high pro duct q ua l it y .U nd e r conditi o n (2 ), a nd a l s o under the conditi on s
for e quil ibri aw i th i n term ediate discre tion that are g i v e ni n prop os i tion 3.4
b elo w, the inc en ti v e e￿ect is su￿ci en tl y strong so tha t w ed on o l on ger o bserv e
the m axi m al di￿eren tiation result o f the H ot e ll ing m o del .
By coro l lary 3.2, a n eq uili brium in whic h eac h pri ncipal i m p o ses his ag e n t
to pro du c e the m axim al ly di ￿e ren ti at e d pro duc te xists o nl yi fF> 0.
Prop osit ion 3. 3 Supp os e that F> 0 . Ther e e xists an e quil ibrium in w hich























(￿1; 1; ‘; ‘ ) : (3)

















> 0 . Therefore, X
￿
1











( 0 ; 0), e quiv ale n tt oi nequali t y (3). The result
foll o ws b y sym m etry . 2
A nec ess ary conditi o n for ( 3) i s
R
1
(0 ; 1; h; ‘) <R
1
( ￿ 1 ; 1; ‘; ‘ ): (4)








(0; 0)) i m pl ies
R
1
(￿ 1 ; 1; ‘; ‘ )= ￿
1


























(0; 1; h; ‘ ):
Ineq ua l it y( 4 )c an be i n terpre ted m ore dire ctl y tha n c o ndit ion (3). It
sa ys th at a pri ncipal prefe rs to s e l lal o w-qualit y ,m ax im all y di￿eren tiated
pro duct to a hi g h-quali t y ,m i ni m all y di￿eren tiated pro du c t, giv en tha t the
ri v al ￿rm pro duce sal o w -quali t y pro duct that i sm axi m all yd i ￿e ren ti at e d.
Th us, high q ua l it yd o e sn o t h a v e a large i m pact o n pro￿ts, com pared to
pro duct di￿ere n tiati on .14
As prop osition 3.3 dem onstra te s , the m ode li sa b l et og e n e ra te the w el l-
kno wn m axi m um d i ￿e ren ti at ion result of the H ot e lli ng m o del with quadra ti c
trans p orta ti on c o sts. T hi so c c urs when t h e inc en ti v e e￿ect i s relati v el yw e ak ,
s o t h at t h es t ra te gi ce ￿e ct dom i na te s b oth t h e dem a nd e￿ect a nd the i ncen-
ti v ee ￿e c t.
There m a ya l so e x ist equi li br i ai nw h i c h agen ts ha v ea n i n term e diate le v e l
of di screti on , e no ugh to m otiv ate them to g e ti nfo r m ed.
Prop osit ion 3. 4 Ther e exists an e qu ilibrium in which e ac h pr inc ip al giv es









; 1),i fa n d on ly if ther e



















; h ;h ) ￿ R
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) i s strictl y






















b estr e sp ons e to X
￿
2






















eq uiv alen t to the equali t yi n (5). T he re su l tf o l lo ws b y sym m e try .






















































). Th e result
foll o ws b y sym m etry . 215
Co ndi tion (5) in propos i tion 3.4 sta te s tha t X
￿
1




















, the discon ti n uit y o f ￿rm 1’s pro￿ t func tion i m pl ies that w em ust
req uire that a m arg i na l i ncrease in A
1






) do es n ot
inc reas e ￿rm 1 ’ se x pe cted pro ￿ts. This explai n s the ine qua l it yi n( 5 ) .
I t i s s t r aigh tforw ard to deri v e exi stence c o ndi tions for as y m m e tric e qui-
li bria, bu t this i n v ol v e s tedi o us nota ti on wi tho ut g e tting additional i nsigh ts.
F or sim pl ici t y , s upp o se that F =￿ . Then ther e exi st s a n e quil ibri um in
whic h one pri ncipal g i v e s his ag e n tr e s p ons i bil it y an d the other d o es not,
that i s, ei th e r X
￿
1
= 1 and X
￿
2
= 0 or X
￿
1
= 0 and X
￿
2
= 1, i f a nd on l yi f
￿
1
( 1 ; 0) ￿ ￿
1
( 0 ; 0 ) and ￿
2
(1 ; 1) <￿
2
( 1 ; 0): (6)
These ineq ua l iti es are sta ndard N as h equi li brium conditi o ns. T he sec on d
c o n d i t i on i n ( 6) c a n al s o b e writte na s￿
1
( 1 ; 1 ) <￿
1
( 0 ; 1 ) . S ince ￿
1
(1; 1 ) <
￿
1
(1; 0) and ￿
1
(0 ; 1) < ￿
1
(0 ; 0), asym m etric e quil ibri am a yi ndeed exi st.
4 M anagem e n tS trat e gy
Mana gem en t stra te g y studies ho wam ana ger o pti m all yc ho oses org aniz a-
ti o nal structure a nd m ark et stra t eg y , giv en an y pol iti cal and regu l ato ry co n-
stra i n ts. I n this pa p er, o rga ni zationa l design is dete rm i ne dw h i le ta k ing in to
accoun t the o utc om eo f m ark e t com p eti tion { the m ana ger’ s deci si o n p roble m
is so l v e db y a bac kw a rd inducti o n pro c ess (see also S pul be r[ 1 1]) .
In the m o del ,a m a nag e r sele cts a discre tion lev el for his sub ordinate whil e
re￿e cting on re su l ting pro duct lo cations , quali ties, an d pric es. In partic ular,
a m ana ger’ s deci si o n of de le g ation of resp o nsibi lit yc a ptures hi sm ark e t stra t-
egy conce rning p ro duct c haracteri stics and pri ce, an d the refore repre se n ts,
in the con te xt o f the m o del, the ￿rm ’s o v e ra l l stra te gy . I n thi s sec tion, I
in v e st i ga te the strategic nature o f del ega ti o n of resp onsibil it y .16
Strate gic Com pl em e n ts or Subs t itute s?
F rom a m ana ger’ s vie w p oin t, it i si n tere sting to kno wh o w the ri v a l ￿rm wil l
react if he g i v es his sub ordinate m ore or le ss d i screti o n. Apply ing no ti on s
d e v e l ope db yB ulo we t al. [2] a nd F uden b erg and Tirole [6], I wil l a nalyz e
whether an i ncrease o f the le v e lo fd i sc retion in a riv al ￿rm i n duc es a m ana ger
to dele g ate m o r eo rl e ss re spo ns i bili t y to his sub ordinate. In the form e r cas e ,
reacti o n functions are u p w a rd sloping , and disc retion l ev e l s ar e s ai dt ob e
stra t eg i c com pl em e n ts. In the latter case, reacti o n functi on s ar e do wn w ar d
sloping, an d disc retion lev el s are stra te gi c sub sti tutes.
1 3
Giv en a uni que e quil ibrium o utc om e o f th e price su bgam e, w e can fo cus
on c om pe titi o n in del ega ti on s c hem e s, r e presen te db y the le v e ls o f di sc reti on
X
1
a n d X
2
. F i r m i ’ s best resp o nse (o r reacti o n fun c tion) to X
j


















The fo l lo wing exam pl ei l lustra te s one o f m an y p os si bl e situations.

























































See also Ti ro le [1 2].17
Ex am ple (see ￿g ure 1): F o r an in term e diate v alue of F , su pp os e that in-
eq ua l iti es (3) an d (5 ) ho l d. B y prop ositi o ns 3.3 and 3.4, the re are t w o sym -









; 1). F or a n
ex p ositional purp ose, re ac tion fun c tions are assu m ed to b e i ncreasing in the
regions where a gen ts acquire inform ation.
Supp os e no w tha t F = 0 ,s o t h a tw e nee d not w orry a b out disc on ti n ui ties











; 1; h; ‘) ￿ R
1
( ￿ 1; 1; ‘; ‘ ) ;













(￿ 1 + X
1
; 1 ￿ X
2
; h; h) ￿ R
1
(￿1; 1 ￿ X
2
; ‘ ; h):




)i s ￿rm 1’s g ain from sell ing a high-qua l it y pro duct
lo cated at ￿1+ X
1
c o m pa re d to sel li ng a m ax im all yd i ￿e r en ti at e d, l o w-
q u ali t y pro duct, g i v e n that ￿ rm 2 pro duce sa l o w-qua l it y pro duct lo c at e da t






) repre se n ts a s i m i lar g ain g i v en th at
￿rm 2 sel ls a hi g h-quali t y pro duct lo cated a t 1 ￿ X
2
.































, l e ve ls of discr e tion ar e str ate gi c
s u bst itutes.












with re spe c tt oX
j
(as sum ing a n i n teri o r s oluti o n), an d a pply ing le m m a 3.1 (ii ),








































( ￿ 1 ; 1 ￿ X
2
; ‘; h ) ￿ R
1
( ￿ 1; 1; ‘; ‘): (7)18























sult foll ows. 2
The in terpretati on i sd i rec t. Su pp o se rev en ue s of sel li ng a hi g h-qualit y
pro duct c om pa re dt o m ax i m all y di￿ere n tiating it s p r odu c t (wh i c hw ou l di m -
p l y l o w q ua l it y ) are hi g her if i ts riv al sell sal o w-qua l it y pro duct lo c at e da tt h e
ex trem e , than if its riv al se lls a high -quali t y pro duct (no t necessaril yl o cated
at the e xtrem e). Then P
j
’s b est r esp ons e to m ore discr etion fo r ag e n t A
i
is
to g i v eh i s agen t A
j
m or e d i screti o n as w ell . There i s a sim il ar i n terpretati on
o f t he s u ￿ c ie n t con di tion fo r stra t eg i c subs ti tutes.
T op Dog or P upp y Dog?
Supp ose tha t only one ￿rm ,s a y ￿rm 1 , i s acti v ei n the m ar k et, and th at
￿rm 2 is a p oten ti al e n tran t. One can d i stinguish t w o cas e s : the i ncum be n t’s
m anag er w an ts to deter en try ,o rh ew an ts t oa c com o date en try (for instan c e
b ecause en try de terrenc ei s no t p ro￿table). In e ac hc a se, the i ncum be n t’s
m anag er ha s to form ul a te a n appro pri a te stra te gy . In case of accom o d ati on
f o r i n st a n ce , he will w an tt o c hoos e a stra te g y that so f tens p o st-en try pric e
com p eti tion. I n wha t f ol lo ws, I a ssum e tha t ￿rm 2’s m a nager dec ides o n
en try (a nd i fh e e n ters, o n ho wm uc hr e sp ons i bil it yh ew i ll d e le g ate) after
ha vi ng ob se rv ed i n whic hm ark e t nic he ￿rm 1 ’ s pro du c ti sl o c at e d, and whi c h
quali t y ￿rm 1 i ss e lli ng .
The taxono m yo fm a nag e m en t stra t eg i es prop osed b yF uden be rg and Ti-
role [ 6] i s used to c ha racte rize e m po w erm e n t a s a strateg y to a c com o date
or dete re n try . C onsider the lev el of disc retion of an agen t a s the stra te gi c
\in v estm e n t" v ar iab l e. Ad i ￿ ere nce w i th F uden b erg and Tirole ’s set-up is
that in m ym o del , the pro d uc tc h aracteri stics re su l ting from \in v estm en t" is
obs e rv ab l e, whereas i n their a naly si s, in v estm en ti tsel f can b e obs e rv e d. This
di￿ere nce, ho w ev er, do es not m at t er. The reas on is that althoug h del eg ati on
sc he m es a r e u nobserv ab l e, eac hm ana ger can o bserv e the oth e r’s pro duct
lo cation and quali t yb e fo r ec om pe ting on the pro duct m ark e t. Wh at is e s-
sen ti a l is tha t once pro du c tion ha s ta k en pl ac e , dele g ation sc hem es no l o nger19
m atter; o nl y the p r o duct c haracteri st i cs a re the nr e lev an t.
In the pro duct m ark et subg am e , pri ces are strategic co m ple m en ts for
giv en pro du c tc ha r a cte risti cs.
14
M or e o v e r, b yl em m a 3.1 (i ), dele g ation of
resp o nsibi li t ym ak es a ￿rm to ugh in the sense of reduci n g the ri v a l ￿rm ’s
pro￿ t s.
S u p p o se tha t, fo r a ￿xe d lev el o f di screti o n for A
2
, the pri ncipal of ￿rm 1
del ega te sm ore resp o nsibi li t yt o A
1
. T he total e￿ect, whi c hi sP
1
’s i ncen tiv e








.T h i se ￿ e ct c an be
dec om po s e di n to t w oe ￿ e cts. First, a di rect (or pro ￿t m axi m iz ing) e￿ e ct
of giv ing A
1
m o re resp o nsibi li t yi st h a tf o rg i v en pri ces, ￿rm 1 ’ se x pe cted
m ark et sha re and pro duct quali t y , an d the refore pro ￿ts, incre a se. Second,
there is a s trategic e￿ect, re su l ting fro m ￿rm 2’s pric e reacti on . I f A
1
g e t s
m o r e d i s c re tion, the pro babil it y that ￿rm 1 ’ s pro duct w i ll b e l o cated closer
to the ce n ter inc rea se s. Th e refore, in exp ectations the pro ducts w i ll b e le ss
d i ￿ e r e n t i a t e d , so that pric ec om pe tition b ec om es m ore in te ns e . In partic ular,
it will b e ex p e cted ￿rm 2 will react b yl o w eri ng i ts pric e, th e reb y decre as i ng
￿ r m 1 ’ s m a r k e t share a nd pro ￿ts.
Giv en that ￿rm 1 w an ts to accom od at e e n try , the fa c t that del eg ati on
m ak es a ￿rm toug h i m pli es that P
1
sho ul d \ underi n v est" in del ega ti on .
15
In
the term inolog y of F uden b erg and T i ro l e, P
1
shou l d adop t a \pupp yd o g
plo y ," that is, it sho ul d b e nice and s m al l in order to a v oi d to trigger a n
ag gressiv e resp onse fr o m ￿rm 2 . The op ti m al en try dete rrence strategy for
￿rm 1 is to \ov eri n v est" in del ega ti o n, that is, adop t a \to p dog " stra t eg y in
order to b e a toug h riv al. Suc h a s trategy wil l reduce pro￿ts of a n en tra n t.
Di ￿ere n tP er cepti on s of a Man age m en tS t yl e
The p re vious di sc us si o n p oin t s at an i n t eresting l ink b e t w e e nam a nager’s
sta nc ei ns i de a ￿rm and his p o sture o n the pro duct m ar k et. In particul ar , i n
1 4
See Tirole [ 12] ,c hapte r 7 ,f o rad i s cus sio n.
1 5
Mo r e prec i s ely , X
1
wi ll b e l o w er than the op e n-l oo p so lutio n, w hi c hi s de ￿ned a s the




cannot o bs er v e t he pro duc t characte ri st i c s of ￿rm 1 ’s pro duc t
bef ore set ti ng a pri ce .20
the m o del there are di￿ere n tp e rcepti o n so fa s i ng l el e a dership st y le.
Be ing ni ce to the riv al ￿rm c o rre s p on ds to ado pti ng a to ugher p osture
vi s- ￿ a-vis his sub o rdi na te, b ecause the re is u nde rin v estm e n ti nd e le g ation of
resp o nsibi li t y . M o re g ene ra l , the m ode l dem o nstrates tha t m otiv ating the
sub ordinate to tak ei ni tiati v eb y del ega ti ng resp o nsibi li t y corresp onds to a
m ore agg re ss i v e s tance on the pro d uc tm ark e t. Ac cording l y , a pro duct m an -
ag e rm a yg i v eh i s su b ordinates a lot o f freedom (\han ds-o ￿ " m a nag e m en t);
not b ec a use he i ss u c ha n i ce and frie nd l y p erso n, bu t b ec a use he i s a toug h
com p eti to r. Vi ce v e rs a, a n a uthoritarian m a nag e r( i .e ., a m ana ger w ho giv es
his sub ordinate l ittle o r no discre tion) i s a so f t riv al in the pro du c tm ark e t.
Sum m ar i zing: a toug h er p ostur e of a manag er in side a ￿rm (i. e ., with r e-
gar d t o his sub or dinate ) c o rr es p onds to a so ft er p ostur e on the pr o duct m arke t
(i.e., with r e ga r d to the r ival ￿ r m), an d vic e v ers a.
Without clai m ing g e nerali t y of this dic hoto m y , the result te ll s us that it
is im p orta n t to re co gniz et h e strategic cons e quence s of di￿ere n tl eadership
st yl es. Moreo v er, sta te m en ts l ik e \Mr. X is a toug h m anag e r" m a yh a v e
l i t t l e m e a n ing i f o ne do e s not s p ec ify with regard to w hom .
5 Conc lusion
Am ana ger o f a ￿rm in a com p etit iv ee n vi ro nm en t ha s to ta k e deci si on s
conce rn i ng org aniz at i o nal design a nd com p etiti v e a cti on s. In this pa p er, a
m o del i s dev el ope d t h at i n tegra te s bot h m anag e m en t asp ec ts.
In the m o del there i s a tension b et w e e n po si tioning a bra nd in a m ark et
nic he and pro du c ing a prem ium brand. A pro du c tm ana ger can m otiv ate his
sub ordinate (whi c hi si m p ortan t for q ua l it y )b yg i vi ng hi ma s a y in whi c h
v ariet yh eh a st od e v e lop a nd pro duce. Giv ing t he su bor d i na te e no ugh free-
dom to s e lec t p r odu c tl o cation m ot i v at e s him to get inform e d and m ak ea
p rop osal .I n turn, foll o wi ng up the a gen t’ sr e com m e nd ati o n induce s him to
ex ert hi g h e￿ ort, b e caus e the a gen tw i ll w ork h arder o n dev e loping and pro -
duci n g g o o d st h a ty i eld him higher p e rs ona l g ains. Sinc e high e ￿ ort results
in high pro duct quali t y , a pro duct m ana ger m a y￿ n di tb e ne￿ci a l to giv e21
his a gen t a say i n p ro duct lo c at i o n (the inc en ti v ee ￿e ct). In the m o del , the
presenc e of ince n tiv e e￿ects m a y result in less pro d uc td i ￿ ere n ti at i o n tha n
in the H ot e lli ng m o del with quadra ti c transpor t at i o n costs .
A m ore gener al p o i n to ft h i sp a p e ri s that when i ncen ti v ee ￿e c ts exi st,
they m a yb ei m p o rtan t. When m anag ers tak e orga ni zationa l i ncen tiv es in to
accoun t, pro du c t di￿eren tiation, and therefore al s o com p eti tion, m a yb ea f -
fec ted. I nd i ￿e ren tm od e ls, the se t yp e of e￿ects m a y in￿uenc ec om pe titi on
in v ar i ou s w a ys. F urther w or k i n this di rec tion is needed to enhan c e o ur u n-
derstand i ng o f the in￿uenc eo fi n c en ti v e si nside orga ni za t ion s on com p eti tiv e
b eha vior.
In reali t y , there m a yb ea c o m bination of reaso ns o f wh yt o p m ana gers
del ega te re s p ons i bil it yt om i dd l em ana gers { not only i ncen tiv e issues, but
for instance al so w ork o v erl o ad, ￿e xibi li t y( v ersus com m itm en t) to ada pt to
c ha nging m ar k et c h aracteri stics, or the co l le ction o f inform ation abou t t h e
m a r k e t . Th e i n v e st i ga ti o n o f the strategic na ture of thos e and o t he ri s sues
rel a te d to organ i zationa l stru c ture see m s to b e a frui tful and im por ta n t a rea
for furth e r researc hi ni n dustri a l orga ni za t ion and m a nag e m en t s trategy .
App endix
Pro of of P rop ositi on 3.1:
Fi rs t, the fo l lo wing cl ai mw i ll b e pro v ed:
Claim 1 I na n y e qu ilibrium, the r e exist s a y
1
2 [￿ 1 ; 0] an d a y
2
















0 o t herwise,
for i =1 ; 2 , x
1
2[ ￿ 1 ; 0 ] ,a nd x
2
2 [0; 1].
Pro of of C l ai m1 : Let dele g ation s c hem es p
￿
i
(￿ ), i =1 ; 2 , be gi v e n.
(i ) S up pos e t h at A
2
i s uni nfo rm ed, so tha t P
2
wi ll s e lec t pro duct l o cation 1.
If P
1
’s b est re s p o nse is to i m p o se p ro duct l o cation ￿1, the n the prop o si-
ti o n tri viall y holds. T he refore, supp ose that P
1
o pti m al ly s e le cts p
1
(￿) suc h22
that (1 ) holds. Ac co rdi ng l y , A
1




; 1; h; ‘)i s
d e c r e as i ng in x
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( ￿ 1 ; 1; ‘; ‘ ) :
It follo ws that P
1
















































































Note that b y( 9 ) , ^ y is w el l de￿ned. P
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where y
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It foll o ws that P
1















(i i) Th e pro o f of the case in whic h A
2
le a rns his priv ate b e ne￿ts is s i m i lar to
case (i), and is o m itted. 2
Claim 1 all o ws us to de￿ne the le v e l of discre tion o f a gen t A
1
as the
m e a sure of in te rv al [ ￿ 1 ;y
1




+1 , a n d s i m i larly , A
2
’s l ev el of
discr etion a s the m eas ure o f [ y
2
; 1], tha t i s, X
2
￿ 1 ￿ y
2
. This com ple tes the
pro of. 224
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